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Introduction ular emphasis being placed on the unique issues confronting
military members in estate planning.
The issue of personal estate planning is critical for United
States military members. Due to the nature of the profession
and the mobility requirements that are the trademark of duty in Government Survivor Benefits
the modern military, service in the military is dangerous.
Although no one looks forward to the prospect of considering  There are certain survivor benefits that an individual enjoys
their own demise, without a prepared, well thought out, andsolely as a result of their service on active duty. Despite the
executed estate plan one is unable to take advantage of the leggéneral requirement of service on active duty as a trigger for the
mechanisms that allow the estate owner the greatest flexibilityestablishment of the benefits, there are differing criteria for
to manage his assets. The purpose of this article is to presententitlement for survivors under different programs. The basic
broad overview of those mechanisms and other issues involvedjovernment survivor benefits include Dependency and Indem-
in estate planning. nity Compensation (DIC), Survivors’ and Dependents’ Educa-
tional Assistance, Survivor Benefit Plan (SBP), and Social
One way to think of an estate plan is as a process wherebyecurity Administration survivor benefits. When determining
an individual takes measures and makes decisions compatiblgovernment benefits, there are two questions that must be
with the use, preservation, and distribution of his wealth. Thisanswered: who is eligible to receive the benefits, and what are
planning process also involves many different factors that arethe specific benefits to which the recipient is entitled?
not associated with the financial nature of the estate plan; for
instance, the personal desires of the estate owner may be The first government program to be addressed is the cover-
entirely inconsistent with the best method for preserving or dis-age provided under DIE. Administered by the Veterans
tributing wealth. This article will raise awareness of estate Administration (VA), DIC is unequivocally a beneficial pro-
planning matters for members of the military through a con- gram for the survivors of a deceased military member. While
scious effort to address the practical considerations of anyonghere are some limitations on the benefits, there is the potential
concerned with the best use of assets during life and a managedr the surviving spouse of a military member to receive no-
disposition of those assets on death. cost, tax-free, life-long financial benefits under DIC.

The first step for military members in developing the finan-  The threshold requirement in a DIC eligibility inquiry
cial aspect of an estate plan is to understand the items that afecuses on whether the death of the service member occurred
already part of the estate of the individual as a result of the benwhile on active duty, and concurrently, and even more impor-
efits due by virtue of that individual’s citizenship and service in tantly, whether or not the death occurred in the line of duty. The
the armed forces. After that, the focus of estate planning shiftdfirst step in determining eligibility is to ascertain if the service
to that portion of an estate that makes up the majority of anmember was on “active military, naval, or air service” at the
estate for most service members—life insurance. The key tdime of deatli. As this definition includes active duty, an under-
accumulating assets within an estate also hinges on an individstanding of how the statute defines active duty is also impor-
ual’'s ability to invest and build an estate. Once an individual tant. For purposes of DIC coverage, active duty is defined as,
has accumulated some measure of wealth, the issues then mad$till-time duty in the armed forces.”Because the definition is
critical to estate planning are the decisions regarding how togenerally applicable to all members on active duty, those mem-
manage and then distribute the accumulated assets of the estatwers are covered by DIC benefits.

All of these topics will be addressed in this article, with partic-

1. The focus of this article is to generally address some of the more common issues that arise when advising service theratEaf estate planning. It is
not intended to be a comprehensive review of the tools available for estate planning, or a “how to” on estate buildimggor tp&efully, this article will provide
the reader with a baseline on the primary issues affecting military members in this area of the law while providing asefecerteethe statutory foundations for
some of the specific legal and tax topics surrounding government benefits and estate planning devices.

2. 38 U.S.C.A. § 1310 (West 1999).
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The next hurdle is a determination by the VA that the deathdeath is closely connected to a medical condition that arose or
occurred irline of duty The phrase, “line of duty,” has meaning became aggravated during the veteran’s service on active duty.
to most service members and certainly all judge advocates and
Department of Defense (DOD) civilian attorneys. However,  Once an individual qualifies for DIC benefits, it's simple to
the issues that most persons are familiar with in a line of dutydetermine the amount of benefits that will be received. As of 1
investigatiof are different from the issues the VA considers in December 1998, surviving spouses of military members of all
making a line of duty determination for DIC. An injury or dis- ranks receive $861 per month from DITIf the surviving
ease is considered to have occurred in the line of duty when thepouse has children, the spouse will receive additional benefits
member “was, at the time the injury was suffered or diseaseequaling $218 per month for each child under the age of eigh-
contracted, in active military, naval, or air service, whether onteen* That monthly amount is reduced to $185 for any chil-
active duty or authorized leave, unless such injury was thedren between the ages of eighteen to twenty-two attending a
result of the person’s own willful misconduct or abuse of alco- VA-approved educational institutida.
hol or drugs.® This liberal view of the definition seems to sup-
port the notion that willful misconduct generally means  Children are entitled to benefits when there is no surviving
conduct that is crimindl. spousé? Children’s benefits terminate when the child reaches

the age of eighteen, or twenty-three if in an authorized educa-

Also, DIC provides another way for a survivor to be entitled tional institution. Any benefits paid to a child who is or
to benefits under the program even after the service member iBbecomes disabled before either of the above applicable age cut-
no longer serving on active duty; that is, when the death of theoffs will continue to receive the benefitsEven parents of the
member is considered “service-connecteddr the VA to con- deceased may be entitled to benefits if their annual income is
sider a death service-connected, there must be a nexus betwedrw enought?
the death of the service member and that member’s service on
active duty? An example of the service connection is when a  There are many benefits to the actual compensation depen-
military member is injured or contracts a disease while on dents under DIC receive. The most important is that DIC ben-
active duty then subsequently is discharged or retires fromefits come at no cost to the military member or the dependents.
active duty and then dies as a result of the injury or disease. IThis is not like an insurance policy or an annuity; there are no
other words, DIC coverage is only available when the cause ofpremiums to pay and no beneficiaries to name. A military

member’s dependents are entitled to the benefits strictly

3. 38 U.S.C.A. § 101(24) provides:
The term “active military, naval, or air service” includes active duty, any period of active duty for training during whidivttieal concerned

was disabled or died from a disease or injury incurred or aggravated in line of duty, and any period of inactive dutyuriaigindpich the
individual concerned was disabled or died from an injury incurred or aggravated in line of duty.

4. 1d. 8§ 101(21)(A). This article mainly concentrates on the benefits and considerations for active duty members and doass speadirstatus or applicability
for members of the guard or reserve.

5. SeeU.S. DePT oF AIR FORCE, SECRETARY OF THE AIR FORCE INSTR 36-2910, INe oF Duty (Misconpuct) DETERMINATION (15 Aug. 1994); U.S. EF'T oF ArRMY, ReG.
600-8-1, BRRSONNEL-GENERAL, ARMY CASUALTY AND MEMORIAL AFFAIRSAND LINE OF DuTY INVESTIGATIONS (17 Oct. 1986); U.S. BT oF Navy, Rec. 1124, MsconbucT
AND LINE oF DuTy Finpings (14 Sept. 1990).

6. 38 U.S.C.A. §105(a).

7. Seeid§ 105(b).

8. Id. § 1310(a).

9. The term “service-connected” is defined as meaning “that the death resulted from a disability incurred or aggravatetdiryli . . .”Id. § 101 (16).

10. See id§ 1311.

11. 1d. § 1311(h).

12. While all educational institutions are subject to approval by the Secretary of the Veterans Administration, somelisxedn@le38 U.S.C.A. § 104 include:
schools, universities, colleges, seminaries, academies, and technical institutes.

13. Seeid§ 1313.
14. See id§ 1314(a)-(c).

15. “In no case may dependency and indemnity compensation be paid . . . to any parent if the annual income of suctepar@4d@8&ce . .'See id§ 1315(b)(3).
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because of the military service of their sponsor. The DIC com-educatior?® This assistance is generally available after the
pensation is also tax free to the beneficiaries; the benefits arehild reaches the age of eighteen or completes secondary
not taxed as income to the recipietitdn addition, the benefits  schooling, and the benefits can last until the child reaches age
also have a cost of living factor added in that allows for twenty-six??2 For the surviving spouse, the benefits remain
increases in the amounts received. These benefits are also navailable for up to ten years after the service member’s eligibil-
reduced by Social Security or any other government survivorsity or death, whichever is latér. As previously mentioned, to
benefit program; if dependents are eligible to receive DIC, theyremain eligible for veterans’ benefits, the surviving spouse can-
receive the entire amount to which they are entitled without anynot be remarrie@ One of the main benefits of this program is
set-offs!” Finally, DIC benefits received by a surviving spouse its duration; “each eligible person shall be entitled to educa-
can be received for the duration of the life of the spouse. Thetional assistance . . . not in excess of forty-five months.”
benefits to the surviving spouse are terminated by the death of
the spouse and can be terminated upon the remarriage of the Although this review of benefit programs has so far focused
spousé? on the benefits available only to survivors of military members,
there are additional survivor benefits available to all qualified
As previously mentioned, the benefits proceeding from DIC United States’ citizens through the Social Security Administra-
are substantial and in most cases, free from restrictions. Theion. Eligibility for Social Security survivor benefits is deter-
program more than adequately succeeds in it's general purposmined by the “insured status” of the decea®etihe survivors
of ensuring that the surviving dependents are not left destituteof a military member are eligible for Social Security due to the
by the death of the service member. While the survivors are nomilitary status of the deceased. What this means is that even if
set for life, there will be some income to assist them in regain-a military member has not been employed for a long enough
ing the standard of living previously enjoyed. This article will period of time to be either currently or fully insured under
next analyze some of the educational benefits available to theSocial Security, the member will still be treated as if fully
survivors of a deceased service member. insured® The surviving spouse of a veteran is not entitled to
monthly survivor benefits until the spouse has reached the age
Another benefit program administered by VA is Survivors of sixty?® However, the surviving spouse will receive benefits
and Dependents Educational Assistalicender this program, as a custodial parent for any child of the fully or currently
the spouse and surviving children of a service member are entiinsured individual who is under the age of sixt&eithe chil-
tled to receive benefits toward expenses while pursuing a postdren of the deceased are entitled to benefits until age eighteen
secondary educaticfi. Benefit amounts differ based on the or nineteen if still in high schod!.
full- or part-time status of the student and the type of training or

16. Id. § 5301.

17. While other benefit programs do not reduce DIC, some of those same programs are reduced when the recipient imgl&CecEm example, Survivor
Benefit Plan benefits are reduced to the extent that the surviving spouse is also receiving DIC Bemdfits).S.C.A. § 1450(c)(1) (West 1999).

18. See38 U.S.C.A. 8 101(3) (defining “surviving spouse”); 38 U.S.C.A. 8 1311 (regarding remarriage of surviving spouse).

19. 38 U.S.C.A. § 3500.

20. See id§ 3531.

21. See id§ 3532 for differing benefit amounts based on the full-time, three-quarter-time, or halftime status of the eligible person.

22. See id§ 3512(a).

23. Id. § 3512 (b)(1)(A-C).

24. 1d. § 104.

25. Id. § 3511(a).

26. A “fully insured individual” is one who has generally paid into Social Security for at least forty quarters duriritethdir‘turrently insured individual” is
someone who has paid in at least six of the last thirteen quarters beforeQimath.U.S.C.A. § 414 (West 1999). “duarteror calendar quartermeans a period

of three calendar months ending March 31, June 30, September 30, or December 31 of any year.” 20 C.F.R. § 404.102 (1999).

27. If at the time of his death a veteran is neither fully or currently insured, and the death occurs while on active skriyice-connected, VA will pay benefits
to the survivors equal to what the veteran would have received from Social Security Administration if fully or currently Bese88 U.S.C.A. §1312.

28. See42 U.S.C.A. § 402(e)(1)(B).

29. 1d. § 402(g).
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Survivor benefits under Social Security are based on thePlan (SBPY/ is also based on the service of the member. The
individual employment history of the deceased. The benefitsSBP, however, is fundamentally different from the other pro-
are determined by the primary insurance amount (PIA) attrib-grams because eligibility for SBP is usually dependent upon
uted to the employee because of his contributions to the sysvoluntary monetary contributions from the service member.
tem3! Without delving too deeply into the mathematics, the With one notable exception, SBP is an annuity program in
PIA is derived from a computation that considers the averagewhich the service member determines the annuity to be
monthly wages of the deceased individi#dalOnce the PIA is  received by his survivors by electing the level of monetary con-
determined, the amount of benefits due to the survivors is caltribution to the plan. Through this election, the member deter-
culated by multiplying the PIA by a factor (these multipliers mines what benefits will be paid to survivors upon his death.
differ and depend upon the number and type of survivors; forAs most military members understand, the SBP decision is one
example, surviving spouse and one child; surviving child only; of the most critical ones that must be made by retiring military
surviving spouse and two or more children). The figure arrived members. Unfortunately, even though aware of the importance,
at from this calculation is the amount of monthly benefits avail- there is often little research done to be adequately informed as
able to survivors? to what the benefits are and how those benefits can best fit into

the retiree’s financial future.

Although the survivor benefits from Social Security are also
substantial, there are several limitations on receipt of benefits. The SBP is a DOD program that provides for the continuing
First, to receive survivor benefits, the survivors must apply to payment of a benefit to specified survivors upon the death of
the Social Security Administration; the benefits do not arise the participating service member. This optional plan is funded
automatically. In addition, benefits will not be paid retroac- by monthly premiums contributed from the retired pay of the
tively; the benefits will begin upon approval of an application, military member and partially subsidized by the governrefent.
regardless of when the application is made in relation to theThe member determines the amount of that benefit and to
death of the service memb¥r.Next, survivor benefits are  whom it is paic®® The member can make a number of elections
capped at the maximum family benefit (MFB), the amount regarding the benefit recipients (for example: spouse only,
which Social Security survivor benefits will not excéed-or spouse and qualifying children, qualifying child only) and the
example, assuming the same PIA, a surviving spouse with twoamount of benefits to be received. Nonetheless, the service
children receives the same benefits as one with six childrenmember cannot act alone in making the SBP decision; if there
because the MFB has reached its limit. Finally, similar to DIC, is a spouse, the spouse must also concur with certain decisions
the benefits to the surviving spouse are generally unavailable t@f the member regarding participation in SBRAside from a
the surviving spouse who decides to rem&rry. one-time opportunity to discontinue participation in the ptan,

and exceptions for when there are changes to eligible beneficia-

The previous benefits discussions have centered on the berries, the decision to participate or not, is irrevocéble.
efits available simply because of the service of the military
member. The final topic for discussion, the Survivor Benefit

30. 1d. § 402(d).
31. Id. § 415.
32. 1d. § 415(b).

33. The Personal Earnings and Benefit Estimate Statement (PEBES) is the document the Social Security Administraticimatesfoues benefits as well as
determine how individuals qualify for benefits. The PEBES can be requested onliigpafwivw.ssa.go¥ or by calling 1-800-772-1213.

34. Any inquiry by an active duty or retired service member regarding these or other government survivor benefits shuuild Aegisualty assistance office of
the respective service.

35. See42 U.S.C.A. § 403(a).

36. Widow and widower benefits are dependent upon the surviving spouse being unrsaeiét§ 402(e)(1)(a). If the surviving spouse remarries after reaching
the age of sixty, the marriage will be deemed to have not occupesslid 8§ 402(e)(3).

37. 10 U.S.C.A. § 1447 (West 1999).

38. For a general idea of the premium costs for SBP, the premium is equal to 6.5% of the base amount selected by tie PeeticiPaber' T oF AIR FORCE,
SECRETARY OF THE AIR FORCE INSTR 36-3006, BrviVOR BENEFIT PLAN (SBP)AND SUPPLEMENTAL SURVIVOR BENEFIT PLAN (SSBP) (1 July 1996).

39. The monthly benefit is determined by the “base amount” selected by the participant. This base amount can be angwee$®300eand the full amount of
the monthly retired payseelO U.S.C.A. § 1447(6). The monthly SBP benefit is 55% of the selected base amount until the surviving spouse reacbe62he age
thereafter, the monthly benefit is equal to 35% of the base am8estid § 1451.

40. 10 U.S.C.A. § 1448(a)(3).
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Eligibility for SBP is determined by the term of the mem- Yet another concern is the insurability of the member. As
ber’s service to the armed forces. In most cases, a membetovered next in this article, commercial insurance policies can
elects to participate in SBP when retirement eligible and imme-also provide protection for survivors. If a member might other-
diately prior to retirement as part of personnel out-processingwise be ineligible for commercial insurance because of a med-
from active duty® However, in addition to this voluntary par- ical condition, they could still participate in SBP because
ticipation in SBP, eligibility also arises once the member eligibility is not determined on a medical basis. Again, using a
becomes retirement eligibté.For example, if a military mem-  comparison to insurance, the factors critical to determining
ber dies while on active duty after the completion of twenty whether SBP is right for an individual is based on a risk assess-
years of active duty service, the surviving spouse (and childrerment dependent upon the personal needs, family needs, and the
if no surviving spouse or if surviving spouse subsequently dies)decision of what amount of risk is appropriate for that particular
receives the full benefits from SBP without paying any costs or participant.
making any contributions to the plan. In that scenario, the sur-
vivor would receive fifty-five percent of the member’s monthly The worst case scenario for SBP purposes involves a partic-
base pay each month for as long as otherwise eligible to receivgant contributing to SBP for many ye&rmaho dies, followed
the benefits from SBF. shortly thereafter by the death of the surviving spouse. At the

death of the surviving spouse, the benefits from SBP terminate;

Before determining whether SBP is an appropriate part ofthey are not passed to successor beneficiaries. In this example,
one’s estate plan, a service member must consider a number ¢dhere would be a tremendous amount of payments into SBP
factors. First, SBP is similar to a bet or gamble (analogous towithout any significant benefits being passed along to the
the considerations in purchasing life insurance)—the participantspouse, and for that matter any other heirs after the spouse’s
is betting that he will die and that his spouse will outlive the death. An alternative method for ensuring that survivors
participant; thus making SBP pay out over the life of the partic- receive benefits upon the death of the retiree is through the pur-
ipant’s survivor. Its easy enough to consult actuarial tables tochase of life insurance.
determine the mortality of the participant and the spouse. If the
participant is decidedly older than his spouse, SBP may have Before making the election under SBP (and the Supplemen-
more value to that participant. tal Survivor Benefit Plan (SSBP) as discussed later), a retiree

should compare the costs of SBP to a life insurance policy that

Another consideration is whether the member has young orcould provide comparable benefits.
disabled children. In general, a child is a dependent child eligi-
ble to receive benefits if unmarried, under eighteen years of Instead of paying premiums to SBP, the member could pur-
age, under twenty but pursuing a full-time course of study or chase life insurance that would pay a lump sum to the spouse or
training, and incapable of self support because of mental orother beneficiaries upon his death. If the goal of the military
physical incapacity. If a disabled child is hamed as a benefi-member is to provide assets available to his estate, as opposed
ciary under SBP, there is the potential that SBP could pay bento a lifetime benefit to a spouse, that result can be achieved
efits to the disabled child as long as the disability continues orthrough the purchase of life insurance. In addition to poten-
until the child marrie€¢ For those with young children who are tially lower premiums than SBP, the retiree could invest the dif-
considering participation, one must again consider a mortalityference between the cost of insurance and the cost of coverage
analysis. What is the likelihood that the service member will from SBP; thus, providing the ability for even greater assets to
die while the child is still entitled to benefits from SBP? In this be passed to the heirs. A thorough comparison of the costs of
case, SBP may become more attractive to the participant. SBP and the price of a commercial life insurance that provides

comparable benefits is paramount to the overall SBP decision.

41. A participant may elect to discontinue participation in the plan within a one-year window after the two-year annfubeséirgtgpayment receivedSee id §
1448a.

42. 1d. 8 1448(a)(4)(A). An exception to the general irrevocability of elections, a recent one-year open enroliment periody(iediaran 1999) has been made
available to eligible retired or former members of the uniformed services who are not participants3e&Bm. L. 105-261, Div. A, Title VI § 642, 112 Stat. 2045
(1998).

43. This article addresses SBP for active duty members. While the Reserve Component SBP is very similar, there atessfpeaégitility and participation.
Seel0 U.S.C.A. § 1448(a)(1)(B).

44. 1d. § 1448(d)(1).
45. 1d. § 1451(c)(1)(A).
46. Seeid. § 1447(11)(a).

47. The Strom Thurmond National Defense Authorization Act for Fiscal Year 1999, Pub. L. No. 105-261, 112 Stat. 1920H{&99&)prévides that effective 1
October 1998, SBP payments are terminated following 30 years of payment and attainment of the age of 70.
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Although this article discussed some of the advantages andvho is serious about planning to leave an estate for his heirs.
disadvantages of SBP, the service member should considefhe next section will address the uses of life insurance as a
some further limiting factors regarding the plan. For instance,means to create an estate, to provide liquidity, and to insure
in addition to termination of benefits upon the death of the against estate taxes.
named beneficiary, SBP benefits also terminate upon the remar-
riage of the survivor, with some exceptidhsif the surviving
spouse is also entitled to DIC, the annuity is decreased by the Estate Accumulation
amount of DIC* Unlike the benefits received from DIC, SBP
benefits are taxable; and treated as ordinary income. While the For military members, life insurance can help bridge the gap
benefits are considered income, the SBP premium is withdrawrnbetween the benefits that will be paid to survivors and the
from the retired pay out of pre-tax dollars. amount that the deceased would like to have available for life-

time use by his survivors. Notwithstanding the role that life

However, one of the biggest limitations of SBP is the two- insurance plays in most estates, an individual must first deter-
tier nature of the system. As mentioned above, once a survivomine whether there is an actual need for life insurance. The
reaches the age of sixty-two, SBP benefits drop substantially inpurchase of any type of insurance is a matter of risk assessment.
recognition that the survivor is now eligible to claim retirement The purchaser must compare how likely the item insured is to
benefits under Social SecurfyTo make up this deficitin ben- be damaged or lost compared to the financial interest the pur-
efits, participants in SBP are offered participation in S3BP. chaser has in the item. If the likelihood of loss is great and the
This optional plan allows participating members to pay an addi-value of the item is also great, then the purchase of insurance is
tional premium to avoid decreased SBP benefits to survivors aprobably a good risk. Since the financial interest in a person’s
age sixty-two. life is of great value to their survivors, and because death is

inevitable, life insurance of some sort is almost required for

Retirees can choose the level of benefits by paying increasimost individuals.
ingly graduated premiums that give the participant the ability to
maintain the benefit between thirty-five to fifty-five percent of Whether you need insurance, or how much, is based on indi-
the base amouft. A retiree can continue to provide the same vidual needs. A simple way of looking at the question is to esti-
monthly benefit (fifty-five percent of the selected base amount) mate the total financial resources needed; determine all the
to his survivor even after the survivor reaches the age of sixty-financial resources available, including life insurance and other
two. The SSBP is essentially a commercial insurance plan; thébenefits (such as the previously discussed government benefits)
cost of the benefits is not subsidized by the government like thealready in place; and subtract the amount available from the
costs of the SBP. To maintain the same level of benefits as proamount needed to arrive at the amount of additional life insur-
vided under SBP, a participant would pay greatly increasedance needed. This highly individual determination depends on
costs with SSBP. Before making the SSBP election under SBRPthe economic needs of each family. Factors that are important
a retiree should compare the costs of SBP and SSBP to a liféo the assessment of the economic needs of a family include:
insurance policy that could provide comparable benefits. replacement of family income, debt liquidation, education

needs, liquidity, and any additional expenses such as child care,

While these government programs provide fairly generouscooking, and cleaning. An in-depth consideration of all these
benefits to a military member, they are usually not enough tofactors is critical to adequately assess one’s need for life insur-
enable one’s survivors to maintain the standard of living to ance.
which they have become accustomed. As mentioned above, the
main purpose behind these programs is to provide the day-to- The insurance industry has created many different vehicles
day living expenses. However, when planning an estate, one ofo meet the insurance and investment needs of participants. A
the primary goals is to accumulate an estate that can be passetiscussion of these tools is outside the scope of this article,
on to heirs. One estate planning tool that most people look tchowever, an understanding of some of the basic principles is
as a source for providing those assets is life insurance. Purchasvarranted for proper decision-making within an estate plan.
ing life insurance is a critical decision that must be addressed;The first point of illustration when purchasing life insurance is
and continually re-addressed, throughout the life of anyonewhether the product is pure life insurance (term insurance), or

48. Survivor Benefit Plan coverage is terminated if the surviving spouse remarries before reaching age 55. The amasifynshiathat marriage is later termi-
nated. Seel0 U.S.C.A. § 1050(b)(2)(3).

49. 1d. § 1450(c)(1).

50. Id. § 1451(a)(1)(B). The presumption is that because the deceased military member was either fully insured or treatdt asisteimg spouse will make
up the difference because of the entitlement to receive Social Security retirement benefits.

51. Id. § 1466.

52. Id. § 1457(b).
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some other type of life insurance that is also imbued with an  To this point, this article has addressed the estate planning
ability to accumulate a cash value through an investment or savissues specifically related to benefits incurred as a military
ings function (whole life insuranc&). Generally, the insured  member and the estate building aspects insurance can supply to
will pay quite a bit more for the same amount of death benefitsa typical military member. However, to provide the greatest
when choosing a policy that will also accumulate a cash valueamount of assets for one’s survivors, estate planning must also
Most important to one’s decision as to what type of policy to be concerned with the accumulation of wealth. While insur-
purchase is the optimum use of one’s current income and wealtlance can provide significant assets toward the creation of an
as a means to accumulate future assets. The purchaser hasdstate, an effective estate plan must address other methods of
decide whether the cash value policy will do better as an investestate building. Despite the government benefits and insurance
ment or whether the purchaser would be better served to purproceeds available to members, most will find that those bene-
chase cheaper term insurance and invest the difference in codits do not provide the assets needed to maintain an accustomed
from a whole life policy into another investment vehicle. Once standard of living for the survivors. This additional deficit can
this decision is made, the purchaser can control his currenbe overcome with an individual financial plan that accounts for
income to properly balance insurance payments with invest-the needs and desires of the member as a baseline to structure a
ments. specific savings and investment strategy.

In most cases, insurance benefits make up the largest asset While this article does not attempt to provide investment
of a service member’s estate.Other than providing family  advice, it must be mentioned that any estate plan would be
income as discussed above, these assets also contribute flexibitemiss without a concentrated plan for how to accumulate
ity to an estate. First, insurance benefits provide liquidity. Onewealth to build an estate to provide as desired for survivors.
of the biggest items of property included in most estates is reaWhen people begin to save and invest, they usually do it for rea-
property. This property is generally not as liquid as other assetsons other than creating an estate. Such reasons usually
in the estate; for example, even though there may be accumuinclude: children’s education, financial security, and retire-
lated equity in a personal residence, the surviving spouse maynent. Even if most would agree that the ultimate goal is to
be at a loss to benefit from the equity without selling the prop- accumulate enough wealth to be self-insured and to take care of
erty or taking out a mortgage on the home. In this example, lifeall the lifetime needs of one’s family, it is difficult to accom-
insurance benefits can provide an easily transferable asset to gulish this deal without an investment plan. Central to this strat-
estate that is otherwise encumbered by real property, which thegy are effective management of credit and debt, consideration
surviving spouse might wish to keep intact. Another very of investment methods and strategies (to include tax advan-
important use of life insurance is as a means of protectiontaged investments), participation in an investment plan, and
against estate taxes. In the simplest form, the benefits can proawareness of how federal taxes impact investments.
vide assets to the estate for use in paying estate taxes; on a more
sophisticated level, life insurance can also serve as the principal An example of the effect of taxes on military members and
of a trust for the same purpose. estate building can be seen in the changes to the capital gains

tax applied to the sale of rental property. While almost all

All military members have the opportunity to enroll in Ser- homeowners benefit from the change to the capital gain exclu-
viceman's Group Life Insurance (SGLF). This group term  sior?” on the sale of a principal residence, the same cannot be
insurance policy generally provides $200,000 to the beneficia-said of those homeowners who leased their principal residence
ries of the military membeéPf. As an example of how to use this and later sold that property. Due to the necessity of transfers
type and amount of benefits, SGLI benefits would aid in fulfill- inherent in the military, for many military members the pur-
ing the family income needs of the survivors or even to havechase of a residence is often accompanied by a period of leasing
available income to pay estate taxes if required. The topic ofout that same residence once the member is transferred from
estate taxes and some of the means for planning to best minithat duty station.
mize the effect of taxation will be discussed later in this article.

53. In a term policy, the insurance company agrees to pay a stated amount of death benefits if the insured dies. Adtaregmding variations, the insured
generally agrees to pay a level premium over the length of the term of the policy. As the name implies, whole life isdesignadurance for the whole life of

the individual. In addition to death benefits, whole life also has a savings feature that allows the policy to develegal@eocakith accrues from the investment
earnings on the premiums. In addition to whole life, the insurance industry has developed other insurance/investmeucrehglasiversal life and variable life
to meet the needs of its custome&ee generalljaroLbd WEINSTOCK, PLANNING AN EsTATE (3d ed. 1988 and Supp. 1993).

54. SeeAssOCIATESIN THE SociAL SCIENCES THE UNITED STATES MiLITARY AcADEMY AT WEST POINT, PRINCIPLESOF INSURANCEAND RELATED GOVERNMENT BENEFITS (10th
ed. 1965).

55. 38 U.S.C.A. § 1967 (West 1999).
56. See id§ 1967(a) (discussing the options under SGLI).

57. “The amount of gain excluded from gross income under subsection (a) with respect to any sale or exchange shal2é0ed@edd.R.C. § 121(b)(1) (West
1999). The amount of gain that can be excluded by a husband and wife filing a joint return on the sale of a principalisek200.d.
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Prior to The Taxpayer Relief Act of 19%7this was still a can have on the structure and strategy of an investment plan.
relatively safe risk for military members; the service member The focus of the article will next shift to the most important
could hope to possibly return to that home and reestablish resiissue in estate planning: the implementation of the wishes of
dence in it for a period of time to enable them to take advantagehe estate owner to manage the estate according to his personal
of the “rollover” proceduré® If the homeowner had a “domi- desires for preservation and distribution of assets.
nant motive” to sell the principal residence, had the intent to
return and reoccupy the residence, and actually reoccupied the

residence, the homeowner was able to rollover the capital gain Estate Management and Control
on the sale of that home provided the principal residence was
replaced within the specified time periddHdowever, under the To establish an effective estate plan, tools must be used that

new rule, the homeowner is now subject to tax as a result of anyare consistent with the objectives of the individual. Although
gains due to depreciation of the property even if the investmentax planning is important to an overall estate plan, of foremost
property is later “owned and used” as the principal residenceimportance is that the plan represents the desires of the individ-
and is sold! To be considered “owned and used,” the home ual. Herein lies the dilemma of estate planning; if too much
must have been the principal residence of the taxpayer for @mphasis is placed on avoidance of estate taxes, it may require
total of two years during the five-year period prior to the sale of that the planner give up some control of the estate. Similarly, if
the homé? This is a far cry from the previous standard of just the focus is on control of the estate, the individual will likely be
showing an intent to reoccupy the home. subjecting the estate to increased estate taxes. Before using any
of the tools available to estate planners, it’s vital that those
Another fundamental change of The Taxpayer Relief Act involved in the estate contemplate the goals they wish to
was the introduction of a new Individual Retirement Account accomplish through their estate plan. When all is considered,
(IRA) option, the Roth IRA® In a traditional IRA, contribu-  what is of utmost importance to the owner of the estate is
tions are deductible, as allowed, as long as eligibility require-whether or not he feels comfortable with the answer to the ques-
ments are met; then, when the taxpayer withdraws the fundgion, “Will my estate be administered and distributed in a man-
from the account, the income becomes taxable. However, conner that is consistent with my desires?”
tributions to a Roth IRA are not deductible during the year in
which contributed; nonetheless, the earnings on the contribu- To illustrate the effect that management decisions can have
tions grow tax free as they accrue. Distributions from the Rothon estate planning, consider the effect that choosing joint own-
IRA, if made after age fifty-nine and one-half and at least five ership as the means for property ownership can have on an
years after the account is established, are then taXifree. estate. For many married military members, like most Ameri-
cans, joint ownership is generally a preferred method of owning
Because of this opportunity to dramatically change the tax-property. The main reason is that if the property is owned
able format of one’s IRA, taxpayers have been given a gracqointly with a right of survivorship, ownership of the property
period in which to convert their traditional or nondeductible will automatically pass to the survivor upon the death of the
IRAs into a Roth IRA without paying an early withdrawal pen- other joint owner as a matter of I&win this way, joint tenancy
alty®® However, that conversion comes at a cost; any taxablewith a right of survivorship ensures continuity of ownership for
amounts that are rolled over from a current IRA must be the couple. Another reason that many married couples prefer to
included in the income of the taxpayer. If the rollover was com- own property as joint tenants may be that it projects a relation-
pleted prior to 1 January 1999, the income could be apportionedhip where the spouses are equal partners.
over the next four yeaf8. This look at some of the changes
from The Taxpayer Relief Act depicts the effect federal taxes

58. Pub. L. 105-78, Title V, § 519, 111 Stat. 1519 (1997).

59. Under former I.R.C. § 1034, taxpayers were generally allowed to roll over any gain from the sale of their old residenew iresidence when the cost of the
new residence was greater than the old oRepéaled byub. L. 105-34, Title Ill, § 312(b), 111 Stat. 839. (1997)).

60. Pub. L. 105-34, Title Ill, § 312(b), 111 Stat. 839. (1997).

61. Seel.R.C. § 121(a).

62. Id.

63. 1d. 8§ 408A. The Roth IRA is nhamed for Senator William Roth, Jr. of Delaware, an ardent supporter of IRA tax benefits.
64. See id § 408A(d).

65. 1d. § 408A(d)(3)

66. See id§ 408A(d)(3)(A)iii).
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Practically, joint ownership also gives each owner the right half of the original basis in the house ($20,000) plus the
individually to make all decisions regarding any disposition of stepped-up basis of the deceased spouse’s share of the property
the property because each has an undivided ownership intere$$50,000)"2
in the property® The final advantage to joint ownership of
property, since it is not considered a testamentary asset, is that The general rule is that if that same property had been owned
title to the property passes to the surviving joint owner without solely by the first spouse to die and then passed to the surviving
going through probate procedures upon the death of the firsspouse through the estate, the surviving spouse would receive a
joint tenant. Despite these considerations, joint ownership ofstepped-up basis equal to the federal estate tax value of the
property can have adverse effects on the taxability of the prop-assef® Furthermore, when the first spouse dies, one-half of the
erty both for estate and income tax purposes. value of the property will be included in the gross estate of that

spous€? Considerations such as these are important to what

Although a discussion of what assets are considered part oflecisions are made and when regarding the disposition of
the gross estate of the deceased for estate tax purposes is savaskets. The article will next begin a discussion of the tools
for later in this article, presume that the value of the joint prop- available to manage and distribute an estate.
erty will be included in determining the taxability of a dece-
dent’s estat& With regard to an asset owned by a husband and The primary, and still the singularly most important plan-
wife as tenants by the entirety or as joint tenants with right of ning tool for controlling the disposition of one’s estate, is the
survivorship, one-half of the value of that property will be last will and testament. Despite the use of joint tenancy, or
included in the gross estate of the first to @iAlthough title other vehicles that will be discussed later, as a means of trans-
to the property will transfer to the surviving joint owner, the ferring assets, there will undoubtedly be a need for a will. For
estate of the decedent will be increased by half of the value ofexample, for those with children, only through a will can the
that property without gaining any control over the disposition testator identify who will be the guardian of those children
of that property. If avoidance of estate taxes is a goal of theupon the death of the testator. A will is also the main method
estate plan, joint ownership can have the effect of exposingfor distributing personal property that cannot be transferred
more assets and increasing the probability that the estate will béhrough some other manner.
subject to estate taxes.

When considering how best to use the varied estate planning

The major disadvantage to joint ownership of property for tools to accomplish individual objectives, the will should be
income tax purposes is the effect a joint tenancy has on the taxthought of as the foundation upon which the estate plan is built.
able basis that the surviving tenant maintains in the propertyFor military members, especially those just getting started in
after the death of the first joint tenant. If the asset that is ownedestate planning, the execution of a will is an easy way to make
in joint tenancy appreciates, it subjects the surviving joint ten- initial progress in taking control of an estate. Some members
ant to greater taxability on any gain that arises as a result of thenay have accumulated an estate with assets that are already so
later sale of that property. For example, if a married couple great as to raise immediate estate tax concerBecause it's
purchased a vacation home as joint tenants with right of survi-likely their legal issues will be outside the scope of typical legal
vorship (or as tenants by the entirety) in 1970 for $40,000, andassistance, there may be a need for that individual to seek more
the present value of that home is $100,000 at the death of thepecialized assistance from an attorney specializing in estate
first joint tenant, the surviving spouse would have a taxable planning.
basis in the property of $70,000. That amount is equal to the

67. State property law governs the manner in which property may be “jointly titled” (title held by more than one indiwdtibl)and whether a particular form

of joint ownership provides the “right of survivorship” (the automatic transfer of a decedent’s share of jointly owned fwrdpersyrviving joint owner(s))See
Danforth, 823 T.M.Taxation of Jointly Owned Propertipr a good general discussion of jointly owned property and a detailed analysis of relevant estate planning
issues.

68. Id.

69. Usually all property “to the extent of the interest therein of the decedent at the time of his death” is includedse Hstage of the decedenR.C. § 2033.
However, joint property interests receive different tax treatment under I.R.C. § 2040.

70. 1.R.C. 8 2040(b). To maintain a general approach in this article, the impact of community property will not be addressitibn, the discussion of joint
property will be limited to that property owned by a husband and wife as joint tenants with a right of survivorship.

71. Danforth, spranote 67.
72. Seel.R.C. § 1014(a), (b)(9).
73. 1d. § 1014 (a)(1).

74. 1d. § 2040(b).
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In addition to these functions of a will, there are also trust By taking the precaution of creating a contingent trust for
mechanisms that can be built into a will to further enhance theminors in the will, the parents can appoint the trustee them-
testator’s control over the estate. Because these testamentasgelves and ensure the terms of the trust are to their specifica-
trusts do not come into operation until the testator’s death, theytions. In a contingent trust for minors, the parent bequeaths the
have the advantage of giving the testator the ability to benefitproperty to his spouse, if survived by that spouse, otherwise to
from the control of a trust without the costs inherent in the cre-the trustee for the benefit of the children. The trustee then man-
ation and maintenance of a trust during hisfiféAs in any ages the assets for the children until the youngest child reaches
trust, a testamentary trust will transfer legal title to property the age of majority, or as specified in the trust. At that time, the
from one party (the testator) to a third party (the trustee) whoprincipal of the trust would be paid to the beneficiaries equally.
will then manage the property (the corpus or principal) for the During the specified period, the trustee may use income from
beneficiaries until some stated time when ownership of thethe trust to provide for needs of the children as spelled out by
property will be transferred to the beneficiariesThis article the will and consistent with the powers of a trustee as directed
first discusses the contingent trust for minors. by state law® This method of managing the distribution of

assets can be especially comforting to a testator who has con-

Of valid concern for married couples is the question of how cerns about the influence of family or friends who lack the abil-
their estate will be distributed to their minor children if both ity to adequately perform as a fiduciary for the benefit of the
parents are deceased. It is easy to understand that concern,dhildren.
for no other reason than the parents would be unable to effect
any control over the financial welfare of their surviving chil- Another testamentary trust that accomplishes the same goal
dren. If the minor children are left the estate through a will, or of protecting the assets for the long-term benefit of the surviv-
even if the parents die intestate, most states would create a trugtg children is the simple family trust. Again, this trust will also
for minor children and then appoint a custodian and/or a con-come into effect upon the death of the testator and become oper-
servator (usually a close relative) to manage the assets for thative through the will. The purpose of the trust is to provide
children’® income to the surviving spouse for life and support for minor

children while ensuring that the principal of the trust remains
intact for the surviving childreff. One of the reasons a testator

75. “Atax is hereby imposed on the transfer of the taxable estate of every decedent who is a citizen or resident df $tetémnfie. § 2001(a). If an individual

dies with a taxable estate (generally, the gross estate + adjusted lifetime taxable gifts — administration expenseseshattathe) dreater than the “applicable
exclusion amount,” the estate will be subject to estate taxes on the balance over such “applicable exclusion amount/erSédyednyone whose total assets will
clearly remain below the “applicable exclusion amount” (currently $650,000) for the foreseeable future, need not wortggbiaxiess The applicable exclusion
amount (and thus the “applicable credit amount” or “unified credit”) is I.R.C. § ZDi€ Taxpayer Relief Act of 1997 (P.L. 105-34, 111 Stat. 788 (1997)) increased
the exclusion amount from the prior $600,000 as follows:

Year Applicable Credit Applicable Exclusion
Amount Amount
1998 $202,050 $625,000
1999 $211,300 $650,000
2000 & $220,550 $675,000
2001
2002 & $229,800 $700,000
2003
2004 $287,300 $850,000
2005 $326,300 $950,000
2006 & $345,800 $1,000,000
after

Eric BRowN, FEDERAL ESTATE AND GIFT TAXES EXPLAINED 9 (1998).

76. Seelay D. Waxenberg & Henry J. Leibowi2pmparing the Advantages of Estates and Revocable ;THsst$LaN. (Sept./Oct. 1995) at 265.

77. SeelA AusTiN ScoTT, ScoTT oN TRusTS 88 2-4, 54 (4th ed. 1987 & Supp. 1998).

78. Distributions to minors (or their guardian or conservator) are governed by state law. Commonly, a will directs tegerarmedo appoint a custodian under
the applicable “Uniform Transfers to Minors Act” or similar applicable statute for any transfer to a minor from theMissatgates have adopted some form of the
Uniform Transfers to Minors Act.

79. SeeSTeEPHAN R. LEIMBERG ET AL., THE TooLs & TECHNIQUESOF ESTATE PLANNING (1998).

80. Id.
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may wish to avoid leaving the property outright to the surviving sion of probate, this article examines the relative advantages
spouse is concern about the capability or desire of the survivingand disadvantages of using other trust forms in estate planning.
spouse to manage the assets of the estate. Another frequently
mentioned reason is the fear that the surviving spouse will To properly transfer clear title to property passing from the
remarry and transfer assets to the new spouse and then die leastecedent to the beneficiaries named in the will, or otherwise
ing the new spouse as the owner of the majority of the assets aofntitled to the property under the appropriate state intestacy
the estate. rules, a will must go through probate. Probate is the court-
supervised process for collecting, valuing, and retitling the
This simple trust will allow the testator to name a trustee assets of the decedent; it provides the administrative legal pro-
who will then manage the assets to provide income to thecess for validating the testamentary distributions made by the
spouse and also to preserve the corpus of the trust for the benefitecedent> The probate process does not apply to those assets
of the children. Because the spouse’s interest in this propertythat transfer by some other method, such as through contract,
terminates upon his death, this type of trust could raise somgoint ownership with right of survivorship, or by statute. These
estate tax issues. Particularly, the spouse’s interest in the propion-probate assets transfer in accordance with the appropriate
erty may not qualify for the marital deducti#n. legal process governing the subject of the property.

Yet another method for using the will to manage, rather than  Since many individuals are fearful of probate, and especially
just distribute, the assets of the estate is the pour-over will. Inthe perceived high costs involved, they look for methods to
a pour-over will, the testator makes a devise or bequest of thevoid the probate process. An estate-planning tool that is fre-
residue of the estate into a revocable living trust. Essentially,quently used to avoid the costs and hassles associated with pro-
the remaining unspecified assets of the estate then pour ovdpate is thénter vivosor living trust. Such a trust is formed and
into a living trus? This trust, whether funded or unfunded by operates during the testator’s life. A living trust can be either
the testator during his lifetime, must be identified in the testa-revocable, that is the grantor can modify the agreement, or irre-
tor’s will, and the terms must be set forth in a written instrument vocable, that is they cannot be amended even if personal or
that is executed before or concurrently with the execution of thefamily circumstances change. While certainly not a panacea,
testator’s will. As a precautionary measure, the pour-over will these living trusts present different opportunities for estate
should also provide that if the trust is invalid or has been management and different liabilities of estate taxation.
revoked, the provisions of the trust should be incorporated by
reference into the will and treated as a testamentary trust. This Before reviewing living trusts, its important to understand
language will be especially helpful in the rare case where bothhow gift tax rules generally apply, and how gifts can be used to
husband and wife are grantors of the trust and one revokes thmanage the estate. Since 1977, there has been a unified estate
trust without the other’s knowledge or cons&nt. and gift tax imposed on the value of transferred property; due

to this unification, the same tax rates apply regardless of

One of the benefits of the pour-over will is that if the trust is whether the property is transferred by gift or though estate dis-
unfunded, the grantor will avoid the ancillary problems of tribution® The gift tax is a tax on the gratuitous transfer of
maintaining the trust during his lifetime. If the estate owner’s property or services made during the lifetime of the transferor
assets are used during his life to fund a revocable living trustor donor “for less than full and adequate consideration in
the pour over to the trust as a result of the will does not insulatemoney or money’s worthf” In general, a gift occurs when a
the trust assets from probate. All assets that had not been trangonor has so parted with dominion and control of the property
ferred before death will be admitted to probtéiVhile this so as to leave the donor powerless to change the disposition of
discussion of these testamentary trusts illustrates how a will carthe property?
provide short- and longer-term solutions for estate manage- For estate planning purposes, the most beneficial aspect of
ment, they are certainly not the only solutions. After a discus-the gift tax rules is the $10,000 per donee annual exclusion from

81. If the interest that passes to the surviving spouse will terminate because of a lapse of time or the occurrence af te éadure of an event to occur and
then pass to some other person, no marital deduction will generally be allowed with respect to such interest. 1.R.C(892®6(b)

82. See generallAnnotated, 12 A.L.R. 3d 56Pbur-Over Provisions from Will to Inter Vivos TrysBerall et al., 468-2d T.MRevocable Inter Vivos Trustst A-

27 for a discussion of the use of a revocable trust as a receptacle for pour-over from a probateeestdseScoTT, supranote 77, § 54.3 for a discussion of the
issues and potential problems regarding the disposition of property by will in accordance with an inter vivos trust.

83. R.ANNING AN ESTATE, supranote 53, at 163.

84. Id.

85. SeeRobert A. Stein & lan G. Fiersteifihe Role of the Attorney in Estate Administrati®® Mnn. L. Rev. 1107 (1984).

86. Seel.R.C. § 2001.

87. Id. § 2512.
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taxes®® The exclusion, however, is limited to the gift of a event of the incapacity of the grantor. Due to the transfer of
present interest; the donor must transfer an unrestricted right tdegal title to the trust, there is no need for appointment of guard-
the immediate use, possession, or enjoyment of the’itémr- ians or conservators to manage the grantor’s assets.
thermore, if one spouse makes a gift to a third party, the spouse
who did not make the gift can elect to treat one-half of the gift  Furthermore, if the grantor is looking for professional man-
as if made by himit The effect of this gift splitting is to allow agement or just relief from the headaches inherent in the man-
one spouse to give up to $20,000 per year tax free to a done@gement of trust property, this trust can also be useful to serve
provided the other spouse makes no gifts to that donee. Thé¢hat purpose while still providing income to the grantor during
annual exclusion provides two benefits to the donor. The firstthe grantor’s lifetime. The grantor can have another manage
benefit is somewhat intangible in that the annual exclusionthe assets for his benefit without irrevocably giving up control
gives the donor a certain satisfaction in actually seeing a beneef the assets since the grantor retains the ultimate power of
ficiary use and enjoy the gift during the donor’s lifetime. The revocation of the trust. One of the most important benefits that
secondary benefit from the annual exclusion is that by giving this type of trust has for military members is the use of the trust
away assets of the estate, the donor is actually decreasing thes a means to transfer title to property located in different states.
size of the estate and thereby decreasing the estate’s liability foBince military members often accumulate property in different
estate taxes. Any gifts over the annual exclusion will be subjectstates due to their military assignments, the retitling of that
to gift tax and will have the concurrent effect of decreasing the property through different probate systems may be a cumber-
amount of the unified credit. An analysis of some different some task. Depending on how the property is titled, it may be
types of trusts will show how these trust tools can accomplisheasier to transfer those assets into a revocable living trust and
management goals of the planner, yet still be in conflict with thethen have the provisions in the trust determine how and to
gift and estate tax rules. whom the property is transferred upon the death of the gréntor.
While these are generally thought to be some of the main
The revocable living trust allows the estate owner, during hisadvantages of the revocable living trust, there are equally as
lifetime, to transfer assets to the trust while retaining all of the many disadvantages to this vehi¥e.
beneficial rights to the property of the trust, including the right
to receive income or even the ability to revoke the ffuklpon In addition to being an advantage of the revocable living
the death of the grantor, the trust becomes irrevocable and th&ust, the power to revoke the trust is also a disadvantage of this
corpus of the trust is administered consistent with the desires oflevice. As will be discussed later, a revocable living trust is
the grantor as specified in the trust. Since legal title to the assetsonsidered part of the gross estate of the decedent. The dece-
of the trust is held by the trustee and not the grantor, these assettent is treated as the owner of the trust because of the dominion
are non-probate property and are not subject to probate. Irenjoyed over that property due to the power to re¥okehus,
addition to this, the trust will also provide flexibility to the the value of the revocable living trust assets is considered in the
estate through the ability of the trust to control the assets in thegross estate of the decedent. Another disadvantage, or at least

88. Treas. Reg. § 25.2511-2 (1999).

89. For each calendar year after 1998, the annual exclusion shall be increased by a cost-of-living adgeshii@. § 2503(b). (The annual exclusion does not
apply to spouses, as the value of a gift to a spouse will be deducted from amount of taxable gifts during a caleBdarig8a2523(a).)

90. See id§ 2503(b) See alsdreas. Reg. § 25.2503-3(b).

91. I.R.C. § 2513(a).

92. The rationale for this is that:
Although the gift credit must be used to offset gift taxes on lifetime transfers, regardless of the amount so usededitedidllowed against
the tentative estate tax. The rationale for such full application is that, under I.R.C. § 2001(b)(2), the estate tax palaltdeed using the
cumulative transfers at life and at death as then reduced by the amount of gift tax paid by a decedent. If a portidredf¢teditrwas used
to avoid the payment of gift taxes, the gift tax paid reflects the amount subtracted under I.R.C. § 2001(b)(2). Thepestal®detax neces-
sarily increased by the amount of the gift tax credit used.

SeeBrown, supranote 75, 1 15.

93. SeeScortT, supranote 77, § 54.3. (discussing of the issues and potential problems regarding the disposition of property by will in aattrdanoger vivos
trust). See generallBerall et al. supranote 82(discussing inter vivos trusts).

94. The method of ownership is an important consideration for determining the need for a revocable living trust. Forfgxapeig; is owned as joint tenants
with a right of survivorship, there may be no need to use a revocable living trust.

95. For a good counterpoint to the advocates of revocable living seaistin P. HiGGARD, Living TRusTLIvING HELL, WHY You SHouLb Avoib Living TRusTs(1998).

96. I.R.C. § 2038.

12 NOVEMBER 1999 THE ARMY LAWYER « DA PAM 27-50-324



refuting a purported advantage, relates to the authority of theto control assets as could be done under a revocable living trust.
trustee (or a successor trustee if the grantor is also the truste&)/hat the grantor gains with this type of trust though is the
to make management decisions regarding the trust property ifemoval of the trust assets from the gross estate of the decedent
the grantor becomes incapacitated. for estate tax purposes. Provided the grantor has relinquished
his or interest in the property by transferring the assets irrevo-
Another tool available that can accomplish this same goal iscably to the trust, the property will not be included in the gross
the “springing” durable power of attorn&yWith this power of estate of the decedéftit.
attorney, the grantor appoints another person, called an attor- One of the most popular methods for taking advantage of
ney-in-fact, to handle the affairs of the grantor if he becomesthis benefit is the irrevocable life insurance trust. This alterna-
legally incapacitated. These powers are typically called spring-tive gives the grantor a trust mechanism that gives him the abil-
ing powers because they only spring to life upon the incapacityity to purchase life insurance and then transfer ownership of the
of the grantor. Much simpler than a trust, and undoubtedly lesspolicy to a trustee (unfunded) or to transfer assets into the trust
expensive, the durable power of attorney can carry out this tasland have the trustee purchase life insurance from the trust assets
equally as well as a revocable living trust. (funded). Upon the death of the grantor, the trust will pay the
proceeds of the policy to the beneficiaries of the usthe
Next, although usually touted as a probate avoidance devicegrantor’s intent in these trusts is usually to provide liquidity to
the revocable living trust will not obviate the need for a will and the beneficiaries or to have available cash assets to pay estate
the concomitant need to probate the will. If a grantor has a liv-taxes if owed.
ing trust that does not contain all of the assets of the estate, then
probate becomes much more likely. As the grantor acquires Issues that must be considered in creating an irrevocable life
other assets, he must be quick to retitle them into the trust oinsurance trust are whether the trust is a completed gift for tax
those assets may have to pass through probate as well. In addirposes and whether the trust is includable in the estate of the
tion, a will is the predominant instrument to enable parents tograntor or donor because it was an incomplete gift. Generally,
name guardians for their children. Finally, the costs associated transfer of a life insurance policy or the premium of a life
with creating a living trust and paying the annual managementinsurance policy to a trust would be considered a gift of a future
fees may over time be greater than the probate costs associat@aterest. As stated above, such a transfer would not qualify for
with an estate. Probate costs are not usually as onerous abe gift tax annual exclusion because the gift must be of a
feared and are dependent upon the property that is subject tpresent interest—a right to use, possess, or enjoy the préperty.
probate. Clearly then, a transfer of an existing life insurance policy or
the payment of premiums of a life insurance policy to an irre-
Service members can use numerous methods to manageocable life insurance trust is generally a gift for purposes of
assets to ensure that they are not subject to probate, thereby futhe gift tax!®
ther limiting the costs of probate. While not comprehensive,
this discussion of the advantages and disadvantages of the revo- By giving the trust beneficiary the present right to demand a
cable living trust helps supply issues for consideration in deter-distribution of assets from the trust, however, the value of the
mining whether or not this mechanism of estate management imssets that are subject to that demand power qualify for the
appropriate for a personal estate plan. annual exclusion as a present intet&sfThis so-calledCrum-
meypower, is a general power of appointment; as such, it is
Living trusts may also be irrevocable. Obviously, a disad- defined as “a power which is exercisable in favor of the dece-
vantage to this type of trust is that the grantor loses the powedent, his estate, his creditors, or the creditors of his estata.”

97. SeegenerallyMichael N. Schmitt & Steven A. Hatfiel@The Durable Power Of Attorney: Applications and Limitatidk® Mc. L. Rev. 203 (1991) (providing
general information on powers of attorney).

98. Because the grantor will no longer have an interest in the property that is the principal of the trust, it will jettie sobsideration as part of the gross estate.
Seel.R.C. § 2033.

99. SeeSlade, 210-4th T.MPersonal Life Insurance Trusfor a detailed explanation and analysis of the use of life insurance trusts in estate ple®einalso
ScotT, supranote 77, § 57.3 (discussing the general validity of insurance trusts irrespective of the tax implications of such trusts).

100. Seel.R.C. § 2503(b).

101. If the same gift was made to a revocable living trust it would not be considered a gift at all for gift tax purpmsssetTdnd any income generated from it
would be treated as belonging to the donor because of the control retained over the asset due to the revocable naistre of the tr

102. SeeCrummey v. Commissioner of Internal Revenue, 397 F.2d 82 (9th Cir. 1968).
103. Because of the control granted to the holder through a general power of appointment, it is considered part off tie erbhss @state of the decedent. How-

ever, in the case of a power to invade the principal of a trust, such a general power of appointment is not includedsresiatgnd the power is limited by an
“ascertainable standard relating to the health, education, support, or maintenance of the decedent.” 1.R.C. § 2041(b)(1)(A).
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power of appointment is the power to determine who will excise tax levied on the transfer of property that occurs at the
become the owner of the property. Provided the beneficiary’sdecedent’s deatli® It is not a property tax or an inheritance tax;
power to demand a distribution is limited to the lesser of $5000it is a tax on the transfer of property itself. The first step in
or five percent of the assets subject to the demand power, thenderstanding how the rules apply to an estate is determining
transfer will qualify for the annual exclusiét. The donor what part of the estate is subject to taxation. Because of the
must also give the power holder actual notice of the transfer anchigh rates of ta¥®” on the transfer of an estate, a majority of the
the right to withdraw the assets, and a reasonable time to exerattention on estate planning focuses on tax avoidance. As
cise the power to withdraw the assets. stated above, tax planning is an extremely important aspect of
the estate plan. However, it should remain secondary to the
The practical effect of this approach is that the grantor putsunderlying goals and purposes of the estate owner.
the beneficiaries on notice that a transfer is being made to the
trust (for example, a life insurance policy or the premiums that  The inquiry into estate taxation begins with an understand-
will be used by the trustee to purchase life insurance) and therng of the gross estate. The value of the gross estate is deter-
notifies the beneficiary that he has the right to demand, withinmined by calculating the value of all property “real or personal,
the amount stated above, the transferred assets. In most caseéangible or intangible, wherever situated” at the time of the
this will be prearranged between the grantor and the beneficiarydecedent’s deatt® While this provision seems to include
to ensure that the transfer proceeds without any mishaps. Aftealmost all property in the gross estate, the definition is then lim-
all, the resultant effect is that the beneficiary will be the ulti- ited somewhat to the “the value of all property to the extent of
mate beneficiary of the assets regardless of whether the demaritie interest therein of the decedent at the time of his d&ath.”
power is exercised or the assets are transferred to the trust. Due to this still aggressive approach, it is beneficial to each
estate to have a plan for how to remove assets from the gross
estate in order to limit the potential tax.
Estate Distribution
Reducing the gross estate centers on methods of transferring
This article has concentrated on the assets that comprise aimcidents of ownership over assets of the estate. Some previ-
estate and how an individual can best manage those assets twsly mentioned examples include the annual gift exclusion,
accomplish the goals set out within an estate plan. Upon thehe irrevocable living trust, and the irrevocable life insurance
death of the taxpayer, the focus switches to the distribution oftrust. As life insurance is a major part of most estate plans, it
these assets in accordance with the objectives of the decedenften makes up the bulk of the gross estate of the decétient.
and the federal tax implications on those transfers. Becausé way of removing these assets from the gross estate is to trans-
probate issues and some estate planning tools have been prever away all incidents of ownership over the policies. The fol-
ously addressed, this section focuses on the potential federal tabowing are some examples of incidents of ownership: power to
consequences inherent with an est&teowever, this segment  change beneficiaries, right to economic benefits of the policy,
will also discuss additional estate planning instruments avail-power to cancel or surrender the policy, and power to borrow
able to protect the property of the estate from taxes. Implicit in against the cash value of the policy. The downside to a transfer
this approach is that the goals of the decedent encompassed tloé ownership in a life insurance policy is the possible gift tax
objectives of providing for the disposition of assets in such aimplications depending on the policy and whether the transfer
way as to maximize the estate while transferring property inwas of a present interest. Another concern is that any transfers
conformity with both the desires of the decedent and the need®f ownership in a life insurance policy within three years of the
of survivors. death of the decedent will be treated constructively as if trans-
ferred in contemplation of death, and it will be included in the
The starting point for any analysis of estate distribution is at gross estate of the insuréd.
the source—the federal estate tax system. The estate tax is an

104. See id § 2041(b)(2).
105. Although there are possible state inheritance taxes and estate taxes, this article only addresses federal estate tax issu
106. I.R.C. § 2001(a).

107. After the application of the unified credit, the initial rate for estate tax is thirty-seven percent on the amouakablthestate greater than the applicable
exclusion amount. There is a graduated tax rate schedule that eventually is capped at 55% on all estates greater $anSk2008,2001(c)

108. Id. § 2031.
109. Id. § 2033.
110. Life insurance benefits are generally not taxable to the recipierg.101(a). However, proceeds of life insurance on the life of the decedent are included in

the gross estate of the decedent if death benefits are either receivable by the decedent’s estate or receivable byiatfies badefecedent had any incidents of
ownership in the policy at deatlsee id§ 2042.
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The next consideration is to ascertain what part of that grosgecipient of the estate to subtract the amount of this unified
estate is taxable. The taxable estate is determined by subtractredit from the amount of estate tax liability ow&d.
ing allowed deductions from the gross estate of the dec&éent.
While there are numerous deductions from the gross éState,  For 1999, the unified credit of $211,300 is equal to the
the two items that have the most significance for estate tax planamount of tax due on a transfer of $650,000; by the year 20086,
ning purposes are the marital deduction and the unified creditthat amount will rise to $1,000,089. This entire credit amount
For property that passes to a surviving spouse by the decedentisill be available for estate purposes unless the decedent made
estate, the estate tax rules provide for an unlimited maritallifetime taxable gifts. If taxable gifts were made, the amount of
deduction for that property if it is included in calculating the the gift tax is subtracted from the amount available as a credit
gross estate of the deced&ntThis unlimited deduction is only  for estate taxe®¥° The benefit of the unified credit is clear; for
available for spouses who are United States citiZéns. those taxable estates that are less than $650,000 there is no
estate tax owed. With an understanding of what property is
If the unlimited marital deduction applies, essentially all taken into account in the taxable estate and how the unified
property that is received by the surviving spouse because of theredit applies to that taxable estate, an individual can be in a
death of the other spouse is free from estate taxes. The maritddetter position to make the most advantageous use of different
deduction is not so much a deduction as it is a deferral; theestate management tools to achieve estate planning goals.
assets transferred to the spouse are exposed to estate taxation
when later transferred by the surviving spouse through devise An example of an excellent way to take advantage of the uni-
or bequest. While most married couples want the security offied credit and the marital deduction is seen in the bypass or
having all the assets of the estate available for support of bottcredit shelter trust. While there are many variations on this
spouses during their lives, transferring the entire estate to theheme, the simplest method for achieving an estate tax bypass
surviving spouse may be inconsistent with another estate plarof the surviving spouse’s estate is for the husband (assume he
purpose like maximizing assets for surviving children. Regard- dies first) to transfer the exclusion amount ($650,000 in 1999)
less of the value transferred to the surviving spouse, the amouritito a trust, and then transfer his remaining a¥3étshis wife
is deductible from the taxable estate of the decedent. by an outright bequest. The result of this is that at the husband'’s
death, there would be no estate tax owed as the amount trans-
As previously discussed in the section on gift tax, there is aferred to the wife is not subject to estate tax because of the mar-
single unified tax rate whether the property is transferred as &tal deduction and the husband’s unified credit could be applied
gift or included in the gross estate of the decedent. After con-to the amount transferred to the trust. This would allow the
cluding the taxable estate of a decedent, this unified rate iscouple to shield $1,300,000 from estate taxes.
applied to the assets of the estate to determine the tax liability
of the estaté'® However, before applying the tax, the recipient  Although a very simple example, the notable characteristic
of the estate is able to claim a credit against the taxes payablef this approach is the marital deduction and the unified credit
on the transfer of property to the estifeThis enables the are used in an interrelated fashion to minimize estate taxes. A
more sophisticated use of this same principle would be to have

111. See id§ 2035.
112. See id § 2051.

113. For example: funeral expenses, estate administration expenses, casualty and theft losses, bequests to qualjfieticebitiend enforceable claims against
the estate are all deductions from the gross esBate.id§§ 2051-2056.

114. See id 8§ 2056.

115. While I.R.C. § 2056(d)(1) disallows the marital deduction where the surviving spouse is not a United States cifirifictthelomestic trust (QDT) option
under § 2056(d)(2) allows the marital deduction if the decedent used a QDT as defined in § 2056(A), or one is creathe plate tf the tax return.

116. See id§ 2001(a).

117.See id§ 2010(a).

118. Id.

119. Id. § 2010(c).

120. Id. § 2001(b).

121. As first seen in the analysis of the estate tax effect on joint property, the method in which property is ownedduy@umerbecomes more important as the

size of their estate gets closer to the exclusion amount provided by the unified credit. It will often become more advemEgeme how some properties are
owned to equalize the effect of taxes on each estate.
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two trusts where the marital deduction portion of one spouse’sfamily testamentary trust, the QTIP trust permits the surviving
estate would go into one trust and the residue of that spouse’spouse to use and enjoy the income from the trust, while reduc-
estate would go into another trust. The first trust would be ing the risk that the spouse will violate the principal to the det-
designed to qualify for the marital deduction; the purpose of theriment of the ultimate beneficiaries.

second trust could be to pay income to the surviving spouse

during his lifetime, while keeping the principal of the estate

separate from the surviving spouse’s estate. Usually, the chil- Conclusion
dren of the grantor are then named as the beneficiaries of the
principal of the trust?? This is possibly the best way to con- While this article is not intended to be an exhaustive treatise

tinue to make available nearly all of the assets for the benefit ofon the topic of estate planning, the purpose is to provide an
the surviving spouse during his lifetime while ultimately pass- overview to the general issues, rules, and mechanisms impor-
ing on the bulk of the estate to the children. tant to military members. For example, disability planning was
not covered although the use of durable powers of attorney and
A limitation to the marital deduction arises when such life- advanced medical directives has an important function related
time benefits are used in trusts. Because the spouse’s interesd an estate plan, especially for military members. The focus
in this property terminates upon his death, this type of transferwas on those areas of the subject that had the most general
could be seen as disqualifying this asset for the marital deducapplicability as well as the broadest base of insight into the
tion due to the creation of a terminable intet&stiowever, if tools and processes that are the normative framework of estate
certain requirements are met, the bequest to the trust will beplanning. After discerning how the topics of government ben-
properly considered as a qualified terminable interest propertyefits, insurance, and investing provide the baseline for the
(QTIP) 12 To ensure the property can qualify for the marital financial portion of the estate plan, its easier to comprehend
deduction, the following conditions must be specified in the how personal objectives determine the best methods to manage
trust: the surviving spouse must be entitled to receive all of thethe estate with individual strategies for asset protection and dis-
income from the trust at least annually, for life; no person cantribution.
have a power to appoint property to a third person during the
surviving spouse’s lifetime; and, any income that has accrued at The most significant feature of any estate plan is recognizing
the death of the surviving spouse must be paid over to the estatihe needs and objectives of the participants in the plan. Once
of that spousé&® The decedent’s executor then has the ability identified, the decisions can more easily be made as to what
to make a one-time irrevocable election as to whether the proptools should be used to manage the estate to accomplish the
erty will be considered as QTIP. It may not always be advan- goals of the participants. By acknowledging their needs and
tageous to make this election, because, once made, the value afldressing the practicalities of planning an estate, the partici-
the assets in the QTIP trust will be included in the estate of thepants will progress steadily toward the ascertainable goals of
surviving spousé?’ Without these steps to ensure treatment as preparedness and self-sufficiency.
a QTIP trust, a transfer to the trust would lose the marital
deduction for property placed in the tri&t.Like the simple

122. Grantors should be wary of naming grandchildren as beneficiaries when children of the grantor are still alivearSfiehta & generation that is two below
the generation of the transferor will likely result in a generation skipping transfer (GST) subject3edaR.C. § 2601. Although this is often not much of an issue
since the GST rules allow for a $1,000,000 GST exemption from tax on any property transferred by the inSigahiie 2631.

123. If the interest that passes to the surviving spouse will terminate because of a lapse of time, the occurrence of tredadate of an event to occur and then
pass to some other person, no marital deduction will generally be allowed with respect to such 8geriek. 2056(b).

124. Id. § 2056(b)(7)(B).
125. 1d.

126. Id. § 2056(b)(7)(B)(v).
127. Id. § 2044.

128. The QTIP is but one of the exceptions to the terminable interest rule. Other examples include an estate trudtappmntenent trust, and life insurance or
annuity payments.
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